
Dear Investor,

In Q3 the fund lost –16.85%.  

No place to hide 

The past quarter was brutal. As illustrated by the graph below, on a global scale, so far in 2022
investors have lost USD 36 trillion  (in bonds and equities) – significantly more than in any other
financial downturn, including 2008/09. Even though the majority of European corporates continued
to show robust operating growth and solid returns, European equities were facing only one direction:
down. The explanation as we see it is two-fold: on the one hand, markets are in the tight grip of macro-
economic news and trends – which are all destructive – and, on the other hand, the stock exchange
is a discounting mechanism and share prices trade on future cash flows (not on past or current cash
flows) and they are widely perceived by investors to trade at substantially lower values for the
foreseeable future. As a result, European equities faced the highest outflows on record (i.e. by more
than USD 100 billion since Q1 2022) and are now weighted at a 20-year low compared to global peers.

Going into more detail, what is burdening the equity market the most is the materialisation of
the stagflation scenario, which we had described as a highly probable potential in our Q1-2022
newsletter. To be more specific, the market is being hit by excessive consumer as well as
producer price inflation across large parts of the world, which consequently has led to soaring
interest rates. Central Banks are in rate rising mode (295 rate hikes globally since mid-2021 plus
USD 3.1 trillion of quantitative tightening since the start of the year) to halt inflation expectations
(and regain lost credibility). All this is resulting in continued foreign exchange market dislocation,
such as the recent collapse of the Japanese Yen, Euro, and the British Pound – relative to the
US Dollar.
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*Source: Northern Trust as per latest month end. The figures refer to the past. Past performance is not a guide to future performance. Performance is quoted net of fees based
on unaudited figures for the current year. Performance is calculated using NAV figures (Class I EUR) rounded to two decimal places. Launch date: 13 December 2018.

Quarter to Date Return: –16.85%*
Year to Date Return: –39.69%*
Assets Under Management: EUR46.7m
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Beneath the surface, these changes have started to cause real damage: for instance, Anglo-
Saxon pension funds have fallen victim to some investment strategies with the need to sell
equities to meet obligations related to other asset classes (mostly bonds and FX). Since world
money supply (in USD terms) has fallen by 8% from its March-2022 peak (the fastest pace since
1938), and the USD has been revaluing in parallel, the brunt of the impact is being felt outside
of the US, thus taking most of the pain. Falling money supply (and its multiplier effects) usually
causes falling prices which tend to trigger the need to sell more assets, such as equities (but
also bonds and real estate, etc.) in order to service existing debt (being at an all-time high
globally) and fixed costs. This vicious loop is in full swing (probably resolving the inflation
problem by H1-2023) and will most likely only be terminated by central banks buying debt again,
a.k.a. the return of Quantitative Easing (QE).  

We continue to believe that, despite the year-to-date bloodbath in single stocks (of which many
are priced in the proximity of their 10-year lows), the route is still nowhere near the bottom.
Investor expectations for earnings estimates remain excessively optimistic, in need for a very
material re-set for 2023-24. Purchasing manager indices (PMIs), such as ISM, have still some
room to fall in order to reach previous trough levels, indicating a couple of further months of
pain, not least as equities rarely bottom out in advance of PMIs. And most importantly, central
banks, at this juncture, are determined to keep on raising interest rates, thereby further tight-
ening financial conditions and reducing liquidity. Only after the FED, ECB, BoJ, and the Chinese
Central Bank begin to reverse this course, can we anticipate the equity market to have in place
the prerequisite conditions for a sustainable recovery. 

Risk management and positioning for next structural growth areas   

With our growth bias in the portfolio and a number of Small/Mid Caps holdings, the Blackwall
Fund has suffered more than what the (in relative terms fairly resilient) indices tell us. As outlined
in detail in our Q2 newsletter, in a broader bear market, there are three lines of defense. We have
used all of them and will continue to do so. These are: 

(1) invest in operationally sound companies, which among others are companies that are
led by capable and trusted management teams, operate in structural growth areas,
typically have pricing power and demonstrate healthy FCF and solid balance sheets
(most being net cash). 

(2) active hedging: we use active hedging on index put options to protect the portfolio. YTD
this allowed us to generate about 8.40% of positive hedging performance.

(3) cash management: during times of crisis, patiently holding an extra layer of cash to buy
into the biggest opportunities the market offers is a terrific way to generate returns when
the dust settles. 

Despite all these efforts, the reality is that a long, broad-based bear market leaves a negative
impression as 1) some companies face some economic impact (though majority is operationally
performing fine, every single one missing here and there, and even if just on the timeline, hurts);
2) single stock volatility increases strongly, substantially above index level; and 3) the market
decline has been unfolding over a protracted period of time (and not in one sharp go) where
many bear market bounces have made hedging significantly more complicated, not least due
to much higher hedging costs – thanks to high volatility. 

While continuing to protect our portfolio to the downside, it is important to understand that bear
markets don’t last forever. In an historical context, it seems that at least from a time perspective,
the worst should be behind us. However, it is too early to call for a bottom as we are still missing
the capitulation part. At this stage our main task is to look for great companies – in particular in
the mid- and large cap space – that are bargains deriving from indiscriminate selling. Deploying
cash in them during the capitulation period should position us very well for the next couple of
years.
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Our investment philosophy has not changed, we continue to invest into quality companies with
a sustainable and superior economic return at attractive valuations, with mid caps being our
sweet spot. 

We would like to highlight that all the assumptions are based on a stagflationary scenario,
assuming a recession in the later part of 2022 and in 2023 as well as high single digit inflation.
Although we believe our portfolio companies should be able to master this economic crisis well,
in doubt, consensus expectations might rather be on the optimistic side too.  

Margins: The average company is showing a gross margin of 46%, an EBIT margin of 14% and
an FCF margin of 8% (all 2023E), illustrating solid business models as this is considered to be
the economic low of this cycle. 

EBIT growth: Despite a stagflationary scenario, we expect the average company to grow EBIT
about 12-14% p.a. in 2023E and 2024E. The reason is that some of our key holdings benefit
from multi-year structural growth drivers, be it from a sectoral perspective or individually (e.g.,
software allowing to replace labor) and having real pricing power.  

Leverage:Most of our companies are operating with low net debt positions and many are net
cash, thus posting an average net debt/EBITDA of just 0.4x in 2023E, dropping to net cash in
2025E due to FCF generation (despite high growth capex). At times of rising corporate risks,
this might provide strategic optionality while others are constraint.  

Valuation: In terms of valuation, we use various metrics, with our preferred ratio being EV/EBIT.
Our average portfolio trades at 12.7x for 2022E. Due to strong EBIT growth rates, we expect
EV/EBIT to drop to 10.5x for 2023E and 9.4x for 2024E. 

In summary, we are convinced that the companies we are invested in are attractively valued in
light of their strong underlying growth rates, with a solid earnings growth profile and low
leverage to master a challenging economic environment ahead of us. Combined with some tail
risk hedging we remain very excited about the risk-reward profile that our Fund offers.  

Thomas Karlovits
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Blackwall ‘average company’ portfolio example

Valuation Ratios* 2022E¹ 2023E¹ 2024E¹ 2025E¹

P/E 16.1 13.1 11.9 11.1

EV/EBIT 12.7 10.5 9.4 8.4

Net Debt/EBITDA 0.7 0.4 0.3 -0.1

Dividend Yield 1.8% 2.1% 2.3% 3.3%

ROE 9.4% 10.6% 15.4% 24.3%

ROCE 6.7% 7.5% 9.9% 14.3%

Typical Company Economics

Financials* (EUR m) 2022E¹ 2023E¹ 2024E¹ 2025E¹

Sales 1,873 1,987 2,104 2,288

Gross Profit 830 916 1020 1138

EBIT 241 271 310 347

Net Income 191 234 259 278

FCF 114 158 186 228

Net Financial Debt 650 615 552 506

* Source: Bloomberg, Blackwall Capital
1 Note there can be no assurance that these estimates will be achieved


